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CANADA'S ECONOMIC SITUATION 


This document on Canada's economic situation provides 
background information to the discussions that will take place among the 
First Ministers on November 26 and 27. It provides a review of recent 
economic developments in Canada, both nationally and regionally, set 
against the international backdrop. There is also a short summary of 
federal and provincial fiscal developments. 


In Canada, since November 1984, initiatives have been 
undertaken in many areas including regulatory reform, trade liberalization, 
tax reform, privatization, financial sector reforms and fiscal restraint. 


% Two important recent initiatives are tax reform and the negotiation of 
a new trading arrangement with the United States. Both initiatives 
are directed at enhancing the underlying potential of the Canadian 
economy so that we can capitalize on the opportunities for expansion 
that will arise through this decade and beyond. 


2 Consistent with these initiatives are the discussions that have taken 
place between the federal and provincial governments over the last 
vear to find new ways to enhance the economic diversification of the 
regions of Canada. Initiatives already introduced are aimed at an 
expansion of economic bases in the regions which will reduce their 
vulnerability to large swings in international commodity prices and 
allow them to share in a more balanced way in the growth of the 
national economy. 


The risks inherent in the outlook for international growth 
underscore the importance of these initiatives. The Canadian economy 
faces an environment where international imbalances are large and slow to 
adjust and where reactions in financial markets are unpredictable and can 
be volatile; in such an environment, the confidence of both borrowers and 
lenders can weaken, investment spending can suffer and protectionism 
becomes a major and persistent threat to international trade and growth. 
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THE ECONOMIC SITUATION IN BRIEF 


Current International Economic Conditions 


The international economy is now well into the fifth year of 
expansion, but serious trade and fiscal imbalances exist and 
financial markets have recently shown considerable 
volatility. 


Despite some fluctuations, the economies of the major 
industrial countries have expanded at reasonably robust 
growth rates since the end of the 1981-1982 recession. 


Inflation has fallen substantially from the very high levels 
of the early 1980s, although there has been some increase 
in North America in 1987 in response to higher oil prices 
and exchange rate adjustments. Reflecting this rise in 
inflation, interest rates had been rising, although recently 
they were reduced in order to provide stability to equity 
markets. 


Some progress has been made in reducing the serious 
international trade and fiscal imbalances that emerged 
during the recovery, but the progress has been slow. At 
the same time, prospects of the less developed countries 
have been severely constrained by their large debt stocks, 
weak commodity prices and high real interest rates. 
Recently, growth in the overseas industrial economies has 
depended more on increases in final domestic demand and 
less on expanding trade surpluses. 


The slow progress that has been made in correcting the 
trade and fiscal imbalances and the recent pick-up in 
inflation have given rise to uncertainty, particularly in 
financial and exchange markets, as evidenced by the recent 
sharp correction in the stock market and volatility in 
foreign exchange markets. 


The prospects for sustained growth in the major 
industrialized countries will depend in large part on 
continued and substantive progress in correcting these 
international imbalances. 


introduction 


: In an international environment marked by large fiscal and trade 
imbalances and substantial volatility in financial and commodity 
markets, the Canadian economy has more than held its own in recent 
years. 


3 Despite the drop in world oil and grain prices in 1986, the Canadian 
economy outperformed all other major OECD countries, with output 
expanding 3.3 per cent and employment growing 2.9 per cent. 


e That performance has continued into 1987. The Canadian economy is 
expanding well beyond the expectations of most observers, having 
grown at a 6 per cent annual rate in each of the first two quarters 
and showing signs of further strong growth in the third quarter. 


While the national economy has performed well, the distribution 
of the benefits of that growth has been somewhat uneven. 
Central Canada has expanded rapidly while other areas of the 
country have expanded less rapidly due to the impacts of 
adverse developments in key international commodity markets. 
In 1987, there have been some encouraging signs of more 
balanced regional growth, and there are good prospects for 
continued progress towards improved regional balance in 1988. 


. Nevertheless, recent developments in equity markets around the 
world highlight the key challenge for major industrial countries 
of making further progress in reducing international current 
account and fiscal imbalances: without further progress, the 
international financial situation may become increasingly volatile, 
with potentially negative implications not only for all of our major 
trading partners, but for the Canadian economy and its regions 
as well. 


: These signals should encourage policymakers in the major industrial 
countries to address current international imbalances in a timely, 
concerted and credible way. In Canada, continued progress in 
reducing fiscal imbalances at all levels of government is required. 

As well, governments have to continue to move ahead with structural 
reforms designed to strengthen the economy's competitiveness and 
enhance its ability to adapt in a changing and often volatile 
international economic environment. 


2 This document reviews Canada's economic and fiscal performance in 
recent years. The next section focuses on economic developments, 
examining first the international setting and then turning to recent 
national and regional experiences. The following section reviews 
fiscal developments in Canada in the last few years and the final 
section reviews the opportunities and risks facing the Canadian 
economy. 
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REAL GDP/GNP GROWTH IN 
G-7 COUNTRIES: 
1986 AND FIRST HALF OF 1987 


per cent — annual rates 
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* Other includes France, U.K., Italy 
Source: U.S. Department of Commerce, 0.E.C.D. and Statistics Canada. 


While growth rates of the G-7 countries, by and large, 
averaged near or above potential in recent years, the 
balance of growth resulted in serious international trade 
and budget imbalances. 


; Over the last vear and a half, the balance of growth began 
to improve with final domestic demand becoming the main 
source of growth in the overseas countries and trade 
imbalances in real terms showing some improvement. 


< Despite the unsettled international environment and the 
sharp declines in world oil and grain prices in 1986, Canada 
recorded the strongest growth among the G-7 countries in 
1986 and again in the first half of 1987. 


Chart 2 


EMPLOYMENT GROWTH IN 
G-7 COUNTRIES: 
1986 AND FIRST HALF OF 1987 


per cent — annual rates 
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* Other includes France, U.K., Italy 


Source: U.S. Department of Commerce, 0.E.C.D. and Statistics Canada. 


Employment grew more strongly in Canada in 1986 than in 
other G-7 countries and is likely to continue to do so in 
1987; 


Indeed, Canada has experienced the strongest employment 
growth among G-7 countries since the 1981-82 recession. 


Chart 3 
INFLATION RATE (CPD IN 


G-7 COUNTRIES: 
1986 AND FIRST HALF OF 1987 


per cent — annual rates — year over year 
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* Other includes France, U.K., Italy 
Source: U.S. Department of Commerce, 0.E.C.D. and Statistics Canada. 


The CPI inflation rates in the major industrial economies have trended 
down since 1981. 


CPI inflation was heavily influenced in 1986 by the decline in energy 
prices. In Germany and Japan, the appreciation of exchange rates 
since early 1985 has enhanced the effect of falling oil prices. 


In the United States and Canada, CPI inflation has increased 
somewhat in the first half of 1987, reflecting primarily the turnaround 
in energy prices. At the same time, however, the differential 
between inflation in Canada and the United States has narrowed 
substantially. 


Chart 4 


TOTAL GOVERNMENT DEFICITS IN 
G-7 COUNTRIES: 
(NATIONAL ACCOUNTS BASIS) 


per cent of GDP/GNP 
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1987 data are estimates from the I.M.F. for the U.S. and overseas 
economies and from the Department of Finance for Canada. 


Total government includes central and other levels of government 
and social security funds. 


At the total government level, which includes federal and other 
levels of government and social security funds, some progress 
has been made in reducing fiscal imbalances in recent years. 


Total government deficits have been declining in the 
United States and Canada while increasing slightly in Germany 
and Japan, although from much lower levels. 


Despite the efforts at fiscal consolidation so far, further 
progress is needed to reduce international imbalances and 


uncertainties. 


Chart 5 


CURRENT ACCOUNT BALANCE IN 
G-7 COUNTRIES: 
1986 AND FIRST HALF OF 1987 
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1986 1987 First Half 


* Other includes France, U.K., Italy 


Source: U.S. Department of Commerce, 0.E.C.D. and Statistics Canada. 


Despite improvements in real trade balances over the last year, 
nominal current account balances of the major G-7 countries have 
been slow to respond to exchange rate adjustments. 


The stubbornness with which nominal current account imbalances 
have persisted, and the resulting sharp changes in net 
indebtedness among major economies, has contributed to the 
uncertainty and volatility exhibited by financial markets. 


National Economic Developments 


Despite the severe impacts of the international decline in oil 
and grain prices last year, the Canadian economy still grew 
at a 3.3 per cent rate in 1986, the highest rate among the 
G-7 economies. 


The pace of growth picked up substantially in the first half 
of 1987 and economic gains have become more balanced 
across regions and sectors. Real output growth this year 
has been faster than forecast in the Department of Finance 
June tax reform white paper, and greater than earlier 
anticipated by private sector economists. Canada will again 
lead the G-7 nations in output growth in 1987. 


The strength of output growth has been reflected in greatly 
improved labour market performance in recent years with 
large employment gains and reductions in the unemployment 
rate to the lowest level in six years. 


There has been some increase in inflation since the 
beginning of the year, in part attributable to the rise in oil 
prices. Recent price and cost data, however, do not 
suggest a further build-up of an inflationary momentum. 


The domestic economic fundamentals underpinning the 
Canadian economy are sound, reflecting the progress made 
over the last three years in implementing both 
macroeconomic policies aimed at reducing the deficit and 
controlling inflation and structural reforms designed to 
stimulate private sector growth. Nevertheless, Canada's 
economic prospects will be importantly influenced by the 
need for continuing and substantive progress in correcting 
the large trade and fiscal imbalances overhanging the G-7 
countries. 


Chart 6 
GROWTH OF REAL GROSS DOMESTIC PRODUCT 
1985 TO 1987 
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Chart 9 


CANADA'S INTERNATIONAL COMPETITIVENESS: 
CHANGES IN MANUFACTURING UNIT LABOUR COSTS 
IN U.S. DOLLARS SINCE THE RECESSION 


average annual rates of change 
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* Other G-7 includes Germany, Japan, France, U.K. and Italy 
Source: U.S. Bureau of Labor Statistics, 0.E.C.D. and Statistics Canada. 


: Manufacturing unit labour costs in a common currency, an 
important indicator of Canada's ability to compete 
internationally, have shown a substantial improvement 
relative to our major trading partners since the 1981-1982 
recession. 


g Over the 1983 to 1986 period, unit labour costs measured in 
U.S. dollars declined an average of 3.2 per cent per year 
in Canada, reflecting strong productivity performance, 
moderate wage behaviour and the re-alignment of the 
Canadian dollar. 


% This unit labour cost performance implies a cumulative gain 
in Canadian competitiveness of 8 percentage points against 
the United States and 27 percentage points against the 


other G-7 countries over this period. 
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Regional Economic Developments 


The weakness in key commodity prices in 1986, in particular 
oil, natural gas and grain prices, greatly affected the 
distribution of economic performance across sectors and 
regions. 


Central Canada led growth in 1986 in real output and 
employment as demand for manufactured goods was strong. 
Incomes and employment in most western and eastern 
provinces suffered from the commodity price slump. 


In 1987 Central Canada has continued to grow strongly, 
benefitting from Canada's improved international 
competitiveness. However, there has also been greater 
balance in economic performance this year as evidenced by 
the strengthening in employment growth and investment 
intentions across all areas of the country. The 
strengthening of many commodity prices, including a firming 
in world oil prices, has been a key factor behind this 
greater balance. 


Chart 11 


EMPLOYMENT GROWTH BY REGION 
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Chart 12 


UNEMPLOYMENT RATES BY REGION 
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Chart 13 
CHANGE IN BUSINESS INVESTMENT (NON-RESIDENTIAL) 
BY REGION 


per cent 
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Source: Statistics Canada 


: The outlook for business investment (non-residential) in 1987 is 
for much-improved aggregate performance with much greater 
regional balance. 


© Investment spending is expected to strengthen in all parts of the 
country except Ontario where strong growth is expected to 
continue. 


THE FISCAL SITUATION IN BRIEF 


The fiscal situation in Canada, as in many other major industrial 
countries, deteriorated rapidly during and after the 1981-1982 
recession. 


The combination of high real interest rates, rapidly growing program 
spending and large deficits led to rapid growth in the stock of public 
debt which increasingly became a source of concern as the recovery 
gained momentum. 


By 1984, the fiscal problem was recognized as being a serious threat 
to sustained economic growth. Strategies were introduced by both 
the federal and provincial governments to address the problem. In 
general the focus of those strategies has been to reduce deficits, with 
an emphasis on the expenditure side of budgets. 


At the federal level, the fiscal strategy introduced in November 1984 
has led to a sharp drop in the rate of growth of program spending 
and substantial, steady declines in the deficit. Marked and ongoing 
progress is being made toward meeting a central objective of that 
strategy, stabilizing the debt-to-GDP ratio. 


At the provincial government level (which includes local governments 
ana hospitals) the situation in the last two years was dominated in 
part by the fiscal impacts of the collapse of oil and grain prices. 
However, in the absence of ongoing fiscal restraint the situation 
would have been much worse. Restraint imposed in a number of 
provincial budgets this year, along with strong economic growth, 
suggests that much of the fiscal deterioration will be reversed in 
1987-867 


Much progress has been made thus far in stabilizing the fiscal 
situation in Canada. Nevertheless, the size of deficits and the 
growing stock of public debt suggest that the fiscal situation in 
Canada remains exposed to volatility in world financial markets. 
Ongoing resolve will be required to ensure that deficits continue to 
decline through the decade. 


Chart 14 
FEDERAL DEFICIT IN THE 1980s 
(PUBLIC ACCOUNTS BASIS) 
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Chart 15 
GROWTH IN NOMINAL AND REAL 


FEDERAL PROGRAM EXPENDITURES 
(PUBLIC ACCOUNTS BASIS) 


annual average growth-per cent 


Real 
Nominal 


10 years 4 years 3 Years 
ending ending ending 
1984-85 1984-85 1987-88* 


* June 1987 Tax Reform forecast. 


Source: Public Accounts of Canada and Department of Finance. 


Federal nominal program spending growth averaged 12.0 per cent per 
year in the ten years ending in 1984-85 while growth in the last four 
years of this period averaged 13.9 per cent. 


Real program spending growth over this ten year period averaged 3.0 


per cent per year while it averaged 5.2 per cent per year in the final 
four years of the period. 


In contrast, in the three years ending in 1987-88, nominal program 
expenditure growth averaged 3.3 per cent per year and real program 
expenditures declined 0.7 per cent per year. 


Chart 16 


GROWTH IN GROSS DOMESTIC PRODUCT 
AND FEDERAL NET PUBLIC DEBT 
(PUBLIC ACCOUNTS BASIS) 
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* June 1987 Tax Reform forecast. 
Source: Public Accounts of Canada and Department of Finance. 


In the four years ending in 1984-85 federal net public debt rose by 
23.5 per cent per year. 


In contrast, government restraint since the fall of 1984 reduced the 
growth to 13.3 per cent in 1986-87. 


Fiscal restraint is expected to result in the growth of net public debt 
falling to 11 per cent this fiscal year. 


Chart 17 
PROVINCIAL BUDGET DEFICITS 
(NATIONAL ACCOUNTS BASIS, INCLUDING 


VERNMENTS AND HOSPITALS) 
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Chart 18 
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Chart 19 
TOTAL GOVERNMENT SECTOR BUDGET DEFICITS 
(NATIONAL ACCOUNTS BASIS) 
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OPPORTUNITIES AND RISKS FACING THE CANADIAN ECONOMY 


The 1980s have presented difficult challenges to economic policy 
makers throughout the western world, challenges that have often 
prompted fundamental rethinking of the approaches to economic 
management that prevailed in the 1969s and 1970s. 


The need has arisen in the 1980s for new approaches to improve 
aggregate productivity growth, to enhance international 
competitiveness and to improve the allocation of resources in the 
economy. 


These challenges are being met by the governments of most of the 
OECD countries. Structural reforms being introduced have as common 
themes the removal of obstacles to growth, the reduction of market 
distortions and improvement of the underlying potential of the 
economy. 


In Canada, since November 1984, initiatives have been undertaken in 
many areas including regulatory reform, trade liberalization, tax 
reform, privatization, financial sector reforms and fiscal restraint. 


Two important recent initiatives are tax reform and the negotiation of 
a new trading arrangement with the United States. Both initiatives 
are directed at enhancing the underlying potential of the Canadian 
economy so that we can capitalize on the opportunities for expansion 
that will arise through this decade and beyond. 


Consistent with these initiatives are the discussions that have taken 
place between the federal and provincial governments over the last 
year to find new ways to enhance the economic diversification of the 
regions of Canada. Initiatives already introduced are aimed at an 
expansion of economic bases in the regions which will reduce their 
vulnerability to large swings in international commodity prices and 
allow them to share in a more balanced way in the growth of the 
national economy. 


If these structural reforms are to be effective, government deficits in 
Canada must be further reduced. While much progress has been 
made at both levels of government, further resolve will be required to 
ensure that the fiscal situation does not act as a barrier to growth. 


The risks inherent in the outlook for international growth underscore 
the importance of these initiatives. The Canadian economy faces an 
environment where international imbalances. are large and slow to 
adjust and where reactions in financial markets are unpredictable and 
ean be volatile; in such an environment, the confidence of both 
borrowers and lenders can weaken, investment spending can suffer 
and protectionism becomes a major and persistent threat to 
international trade and growth. 


Success in implementing structural reforms will position Canada to 
take advantage of opportunities for growth through the 1980s and 
beyond. Canada, as a country whose economy is highly integrated in 
the international market, remains exposed to the ups and downs of 
that market. Structural reforms directed at the improvement of the 
underlying framework for growth in the country provide the greatest 
possible assurance that the economy will be able to withstand the 
pressures of a difficult international environment, and prosper in a 


growing one. 
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